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RETIREMENT SECURITY: PICKING UP THE
ENRON PIECES

WEDNESDAY, FEBRUARY 27, 2002

U.S. SENATE,
COMMITTEE ON FINANCE,
Washington, DC.

The hearing was convened, pursuant to notice, at 2:04 p.m., in
room 215, Dirksen Senate Office Building, Hon. Max Baucus
(chairman of the committee) presiding.

Also present: Senators Breaux, Bingaman, Lincoln, Grassley,
Nickles, Snowe, and Thomas.

OPENING STATEMENT OF HON. MAX BAUCUS, A U.S. SENATOR
FROM MONTANA, CHAIRMAN, COMMITTEE ON FINANCE

The CHAIRMAN. The committee will come to order.

Technically, this hearing is about the Enron case and its implica-
tions for pension policy, but it is really much more than that.

At the most fundamental level, this hearing, among others that
Congress will be conducting, is about confidence. All across this
country, the story of Enron has shaken public confidence in our
system, raised questions about accounting, questions about securi-
ties, analysts’ opinions, banks, credit lines, business ethics, our tax
laws, our pension laws. The question is, what do we do about it?

As is often the case, most of the solutions will probably come
from the private sector. That is, banks will tighten up credit, secu-
rities analysts in the wake of Enron will hopefully be a little bit
more careful. Accountants will be certainly scrutinizing companies
more closely, probably asking for more disclosure. At least, I hope
they do. Generally, that is what happens in America.

But we also, though, clearly have a role in government. That is,
what should our pension laws provide? Should it be the subject of
another hearing? What should the accounting and tax treatment of
offshore tax havens be? There are lots of questions here, but we
have to strike a balance.

It sort of reminds me of many years ago when I was talking to
a professor at Carroll College, a small college in Montana, he said,
all American political thought can be summed up in two sentences.
Number one, get the government off my back. Number two, there
ought to be a law about that. That is basically where we are.

That is, we want freedom. People need freedom to make their
own choices, invest in the companies they want to invest in, wheth-
er to buy company stock or not in their pension plan.

On the other hand, we want to make sure there are some guide-
lines. Particularly in civilized societies, we need guidelines to help
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create some order. That’s the attention that we are focusing on
here today in trying to find that right balance.

With that in mind, let us turn to the specifics. We all sympathize
with Enron’s rank-and-file workers. They thought they had dreams.
They worked in the company that they thought was a good com-
pany, a company that was praised for its innovation. Then they
saw that dream crumble. In many cases, a lifetime of retirement
savings turned to dust.

If there’s a bright line in this tragic story, it is this. Sometimes
it takes a crisis to galvanize into action that otherwise would not
be possible. However, there are many, many people whose life sav-
ings are gone, and that is a tragic situation that we have to deal
with, that is galvanizing.

For example, 25 years ago, the giant auto company Studebaker
went bankrupt, leaving thousands of retirees and workers without
the pensions they had been promised. This led to the creation of
the Pension Benefit Guaranty Corporation.

Today, as a result of that, millions of workers know that they can
depend on a predictable benefit when they retire. There has also
been a significant change. More and more, the traditional pension
plan, the so-called defined benefit plan, has been replaced by de-
fined contribution plans like 401(k)s.

This is partly a reflection of fundamental changes in our econ-
omy. Workers today change jobs more often that they used to, and
401(k) plans are designed to move with them when they do so.

Today, 42 million workers depend on 401(k)s for their retirement
security. This is over one-third of our workforce. Assets held by
th(eizse plans have grown from $74 billion in 1975 to over $2 trillion
today.

They are not guaranteed like defined benefit plans, but they can
produce big benefits. As the stock market rises, 401(k) account bal-
ances grow along with it. But there is a down side, which the
Enron case demonstrates. Workers can be left with no nest egg at
all to show for a lifetime’s worth of work. Just ask people who
worked at companies like Enron, Lucent, and Polaroid. They will
tell you that the risk of disaster is very real.

So as I said at the outset, we need to strike a balance. We have
to figure out how to protect workers’ investments in defined con-
tribution plans without imposing so many rules and regulations
that we regulate them right out of existence.

Today’s hearing is a first step. We want to find out what went
wrong with Enron’s pension plans. We also want to find out wheth-
er Enron is an isolated case or whether it reflects a broad, systemic
problem.

Let me mention a few specific issues that I hope we can get into.
First, Enron’s workers were highly concentrated in their company’s
stock, but they bought much of that stock voluntarily.

This raises a question: should we impose limits on a worker’s
ability to buy employer stock, even when workers themselves have
good information to make that choice themselves?

Second, Enron’s workers couldn’t sell company-matching stock
until they reached 50 with 10 years of service. We need to under-
stand how many other workers are subject to these same limits,
and whether they still make sense in today’s investment climate.
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Third, Enron instituted a black-out period while it was changing
plan administrators. During that period, workers couldn’t change
their investments and they had to sit by watching helplessly as
their 401(k) funds lost more and more of their value.

If we impose statutory limits on these black-out periods or im-
pose liability on employers and plan administrators, will that help
workers or will it hurt them?

Fourth, many workers had investment advice available to them
and ignored it, while other workers do not have advice available
and would like it. Is there a way to make good investment advice
available to workers without putting them at more risk?

Finally, much of Enron’s stock was held in the form of an em-
ployer stock ownership plan. ESOPs are great ways to help work-
ers own a piece of the company they work for. They can help small
companies raise capital and avoid hostile takeovers. But do we help
ﬁr hl‘;rt workers when an ESOP is the only retirement plan they

ave?

There have been a number of bills introduced to address these,
and other issues, and I expect more. Members of our committee are
among those who have introduced bills, including Senator Grass-
ley’s, as is being introduced today.

I think it is important to understand the pros and cons of the
proposals that they represent as we search for a consensus that is
good for workers and good for the country.

I know this hearing and those to follow, of which there will be
several, will help Congress find the right balance that will protect
and expand pension coverage for America’s workers.*

Senator Grassley?

OPENING STATEMENT OF HON. CHARLES E. GRASSLEY, A U.S.
SENATOR FROM IOWA

Senator GRASSLEY. Thank you, Mr. Chairman, for holding a
hearing on a subject that I think we would all agree we should not
have to have, but because of consequences of people being immoral
and unethical in their approach to corporate leadership has
brought us to this point. That involves the Enron and Global Cross-
ing controversies.

Since these have erupted, I have been concerned about the larger
consequences these bankruptcies have for retirement plans across
our country.

What we have learned about so far, and will continue to explore,
are problems with manipulation of employer stock in these retire-
ment plans. Based on what we know today, I am going to be intro-
ducing legislation which I hope will enjoy wide support after the
members of both parties have an opportunity to study my ap-
proach. Consequently, I have looked at the issues of consensus and
included them in a bill.

Among other provisions, it involves new diversification rules for
company stocks in plans, improved disclosure prior to black-outs
and clarification of fiduciary requirements, parity between treat-

*For more information on this subject, see also, “Present Law and Background Relating to
Employer-Sponsored Defined Contribution Plans and Other Retirement Arrangements and Pro-
posals Regarding Defined Contribution Plans,” Joint Committee on Taxation report, dated Feb.
27, 2002 (JCX-11-02).
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ment of rank-and-file workers during a black-out, and executive
stock trading rights, better information for participants through
periodic benefit statements, and retirement education and informa-
tion.

I have spent a lot of my years in this committee and other com-
mittees to help Americans save more for retirement, particularly
the baby boom generation, a generation that saves less than any
previous generation.

In fact, Mr. Chairman, you and I introduced legislation only last
year that made very dramatic differences in people’s ability to save
for their retirement. Those provisions were part of the Tax Relief
Act enacted and signed by the President last June.

So it is especially tragic that, at both Enron and Global Crossing,
workers lost so much retirement money while the top executives
were lining their pockets with gold. I have Enron subsidiary em-
ployees in my State, so my interest is not in the abstract.

The Internal Revenue Code gives substantial tax preferences to
companies that sponsor retirement plans. In exchange, the plans
have to be operated in compliance with the Internal Revenue Code
and the Employee Retirement Income Security Act.

This committee has exclusive jurisdiction over the Code and over
significant portions of ERISA. As a result, this committee, the Sen-
ate Finance Committee, ought to take action and exercise its juris-
diction to guard against abuse.

One of our jobs is to exercise our oversight responsibilities to see
that strong enforcement programs are in place by Treasury, the
IRS, and also the Labor Department.

We have to make sure that certain programs protect workers, the
government, and financial markets against manipulation and
against abuse.

And, by the way, Mr. Chairman, speaking of enforcement pro-
grams at the Labor Department, I am sorry that the Assistant Sec-
retary for Pensions could not fit this meeting into her schedule. I
think it would have added a lot to the hearing to have a represent-
ative from the Department of Labor here.

In addition to oversight, our other job is to legislate, and maybe
not more important than oversight, either. But we have to make
sure that our laws do what we say they are supposed to.

I suppose we would all look back at everything on the books now
and say that, if the spirit of those laws had been followed, then
surely Enron could not have happened. But it did happen.

So these jobs of oversight and legislation must be carried out in
the context of our present environment, and also within the context
of a voluntary retirement system. Our responsibility is to legislate.
That is why I am introducing the National Employees Saving and
Trust Equity Act, the acronym NESTEG, for short.

I think current law can be improved, so I took this action of in-
troduction. I did this because what I believe may have been unfair
restrictions on stock and retirement plans that ultimately cost
some unsuspecting workers their retirement benefits, money for
which tax benefits were given.

But I have been criticized by some because I try to be either non-
partisan or bipartisan in this approach. There are those who would
want to interject contentious issues in the retirement legislation
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and I do not think that we can go that way and get done what
needs to be done soon because of the Enron and Global Crossing
situations.

I have included the items where I think there is general agree-
ment. But where there is not, I will let the field lie fallow, as we
farmers say. I realize there have been discussions about preventing
the Finance Committee from exercising its jurisdiction over retire-
ment plans and handing this issue to the Labor Committee.

I know of no reason why we should cede jurisdiction in this area,
so I hope that our committee will move quickly to report legislation
that will extend protections and tax penalties where they are need-
ed. That is, before there are more Enrons and more Global Cross-
ings, and more dashed hope of secured retirement for a lot of work-
ers who were depending upon their benefits from 401(k)s. Thank
you, Mr. Chairman.

[The prepared statement of Senator Grassley appears in the ap-
pendix. |

The CHAIRMAN. Thank you very much, Senator Grassley.

I would now like to introduce our witness, Comptroller General
of the General Accounting Office. Mr. Walker, we are very pleased
to have you here.

I want to remind our colleagues and those listening that you
have got a background in this area, having written a book entitled,
“Retirement Security: Understanding and Planning your Financial
Future,” you have also served as a public trustee for the Social Se-
curity and Medicare, as well as serving as Assistant Secretary of
Labor for Pension and Welfare Benefit programs, and Acting Exec-
utive Director for the Pension Benefit Guaranty Corporation.

So, we are very honored that you are here and look forward to
your testimony. Your full statement will be included in the record.

STATEMENT OF HON. DAVID M. WALKER, COMPTROLLER
GENERAL, GENERAL ACCOUNTING OFFICE, WASHINGTON, DC

Mr. WALKER. Thank you, sir.

Mr. Chairman, Senator Grassley, other Senators, thank you very
much. This is a topic in which I have had longstanding interest
and involvement, and I do appreciate the opportunity to appear be-
fore this committee.

As you noted, Mr. Chairman, my full statement has now been en-
tered into the record, so therefore I will briefly summarize the key
points. I want to be able to provide as much time as possible to an-
swer any questions that you may have.

I am pleased to be here today to provide you with our prelimi-
nary observations on some of the challenges facing the Nation’s pri-
vate pension system. When I say “our,” I mean GAO’s.

The financial collapse of the Enron Corporation and its effect on
the company’s workers and retirees suggests certain vulnerabilities
in selected savings mechanisms.

Enron’s retirement plans, which included a defined benefit cash
balance plan, a defined contribution 401(k) plan, and an ESOP, has
caused Congress to question specifically the use of employer stock
as the company match, the continued existence of floor offset ar-
rangements, and the practice of investment freezes or lock-downs
during changes in plan administrators.
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The financial losses suffered by participants in Enron’s retire-
ment plans have raised concerns about the benefits and limitations
of such private pension and savings plans, and the challenges em-
ployees face in saving for retirement through their employer-spon-
sored plans.

In summary, the collapse of the Enron Corporation and the ac-
companying loss of Enron employees’ retirement savings appear to
highlight certain vulnerabilities in the private pension system and
should help to focus attention on the need to strengthen several as-
pects of this system.

Diversification of pension assets is critically important, particu-
larly in a world where the use of defined contribution plans, those
v(villlere the employees bear the investment risk, is increasing rap-
idly.

If both the employee’s 401(k) contributions and the company
match are largely in employer stock, as was the case in connection
with Enron—and as you noted, Mr. Chairman, in some cases volun-
tarily, in some cases because of plan design—employees risk losing
not only their jobs should the company go out of business, but also
a significant portion of their retirement savings.

The Enron collapse, although not by itself evidence that private
pension law should be changed, served to illustrate what can hap-
pen to employees’ retirement savings under certain conditions.

Specifically, it illustrates the importance of diversification, as
well as the need for employees to have appropriate investment edu-
cation, appropriate investment advice, and greater disclosure. All of
these may help them to better navigate the risk they face in saving
for retirement.

In addition to the broad issues of diversification, education and
advice, Enron’s collapse raises questions about the relationship be-
tween various plan designs and participant benefit security.

In particular, Congress may wish to consider whether further re-
strictions on floor offset arrangements are warranted, whether to
provide additional employee flexibility in connection with matches
in the form of employer stock, and whether to limit the amount of
employer stock that can be held in certain types of retirement sav-
ings plans.

Resolving these issues will require considering the trade-offs be-
tween greater participant protections and the employer’s need for
flexibility in plan design.

Finally, Congress will have to weigh whether to rely on the broad
fiduciary standards established under ERISA that currently govern
fiduciary actions or impose specific requirements that would govern
certain plan administrative operations such as plan investment
freezes or lock-downs.

Again, Mr. Chairman, in addressing these issues it will be criti-
cally important to balance the need to provide employers with rea-
sonable flexibility with regard to plan design and funding decisions,
at the same time making sure that there are adequate safeguards
to protect the retirement security of plan participants and bene-
ficiaries.

I would be more than happy to answer any questions that you
and the other Senators may have.

[The prepared statement of Mr. Walker appears in the appendix.]
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The CHAIRMAN. Well, I appreciate that, Mr. Walker.

Let us kind of take each of the subjects. One, is out in the news,
namely the suggestion that there should be caps on the percentage
of company stock in a 401(k) plan. Could you just talk about that
for a while, please? Just give us your thoughts of what is best for
the investors, that is, the employees’ point of view, first.

Mr. WALKER. We have to recognize that there are several dif-
ferent types of plans. On the one hand, you have an ESOP which
could be a freestanding employee stock ownership plan, which is
designed to invest primarily in employer securities. By law, that
would mean 50 percent plus one dollar at a minimum, but prac-
tically they invest a lot more.

They are designed to achieve a number objectives. So they, by de-
sign, when they are freestanding, are intended to accomplish a
number of objectives that are above and beyond retirement savings.

However, when you have an ESOP that is affiliated with a 401(k)
plan, a so-called KSOP, it raises a range of other issues. For exam-
ple, quite frequently employers will end up creating ESOPs as a
means of satisfying the employer match. As you know, Mr. Chair-
man, employers are not required to match employee contributions.
That is discretionary.

As a result, to the extent that they decide to match employee to
contributions, which is something that I think is positive, many
employers may want to use employer stock as a way to make that
match, for a variety of reasons. Many employers require individ-
uals who receive that match to keep it invested in employer stock
for an extended period of time.

Employers may also have a 401(k) plan that allows for invest-
ment in employer securities, along with other forms of investment.
In the case of Enron, you had a situation where you had the match
in employer stock, and you also had employees who voluntarily de-
cided to invest a large part of their own savings in employer stock,
and we all know what ended up happening.

My personal view, Mr. Chairman, is that you may want to con-
sider separating traditional ESOPs from ESOPs that are related to
401(k) plans. In addition to that, you may want to think about dif-
ferences between the match, which you want to encourage employ-
ers to provide, and the amounts that employees save voluntarily.

The great debate, I think, will be: should you provide more flexi-
bility to allow employees to diversify out of employer stock, includ-
ing the match, quicker than they are currently allowed under cur-
rent law? or, do you set limits on how much employer stock they
can have? Either one is going to create plan administration chal-
lenges, significant plan administration challenges.

Participants may tell you they would rather have the choice. As
long as they have adequate disclosure, as long as they have ade-
quate education, as long as they have adequate plan investment
advice, they might rather have the flexibility and the choice than
to have a limit imposed. I think that is something that is going to
have to be adequately debated.

The CHAIRMAN. It certainly will. And I do not mean to press you
too much personally, because that is really not your job, but you
still have a lot of experience in this area. So, what are the param-
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eters, the highs and lows, by which we might define the boundaries
of flexibility versus protection?

Mr. WALKER. In my personal view, I would focus on the use of
KSOPs, 401(k) plans in conjunction with ESOPs. One area that
may bear consideration is whether or not employees ought to have
the ability to divest, or dis-invest, in employer securities quicker
than they currently have under current law with regard to those
employer matches.

I think another area that this committee may want to consider
is whether or not employees should be able to invest their own
money in employer stock under a 401(k) plan if the match is exclu-
sively in the form of employer securities.

Let me give you an example of that, Mr. Chairman. A typical
401(k) plan for a major employer will say, I am going to match 50
cents for every dollar you contribute, up to a cap, let us say 6 per-
cent of compensation.

So typically, if that is the case, then it means by definition that
one-third of the employee’s investment, assuming no changes in
stock prices and other market values, will by definition be in em-
ployer stock.

It will be one-third, subject to market fluctuations, unless and
until individuals are given an opportunity to diversify out of em-
ployer stock. The problem can be compounded when employees are
allowed to invest in employer stock with regard to their own sav-
ings.

That is what happened at Enron. That is how you got to the situ-
ation where over 80 percent of the plan investments were in em-
ployer stock. It was a combination of the match, as well as employ-
ees voluntarily deciding to invest some of their own money in
Enron stock.

The CHAIRMAN. Thank you. My time has expired.

Senator Grassley?

Senator GRASSLEY. I only have two questions. The first one, I
want you to answer in writing as opposed to speaking out, because
presumably I want a definitive list and I want it to be an accurate
list. I would like to have you enumerate what studies you and your
agency have accepted and are undertaking Congress-wide regard-
ing Enron, whether they pertain to retirement plans, executive
compensation, compensation, or issues of auditing.

Mr. WALKER. I would be happy to do that.

Senator GRASSLEY. Yes. Thank you.

Now, in regard to a decision you may have possibly been involved
in when you were either at Department of Labor or the PBGC, and
I do not know which it was, but it involves the floor offset arrange-
ments and when they were grandfathered.

Do you recall what position you took with regard to the floor off-
set plans at that time? Was the Department of Labor for or against
permitting floor offset ESOPs? The idea here is, I really would like
to know your role in that decision making.

Mr. WALKER. Thank you for asking the question, Senator. I think
it is instructive here. I do recall very clearly. I was at the Depart-
ment of Labor. In my view, it was inappropriate to allow floor off-
set arrangements. What they represented was an attempt to
achieve indirectly what you could not achieve directly.
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Namely, through affiliating a defined contribution plan that was
invested heavily in employer securities and relating that to a de-
fined benefit plan promise, they effectively allowed employers to
have more than 10 percent of a defined benefit promise backed by
employer stock, which proposed, I believe, a risk to the retirement
security of plan participants and beneficiaries, as well as a risk to
the pension insurance system.

I personally recommended, and the administration adopted, the
repeal of floor offset arrangements, recognizing that when the legis-
lation was considered there might be some desire to have a phase-
out of floor offset arrangements.

But I personally felt very strongly, as did the administration, as
I recall, that floor offsets should not be grandfathered because of
the risk. Nonetheless, they were grandfathered when the actual
legislation was enacted.

I would note for the record, they are still grandfathered. I think
one of the things that the Senate, this committee, and the Congress
should consider is whether or not they should continue to be grand-
fathered.

Furthermore, I would note for the record that Enron voluntarily
phased out of their floor offset arrangement, but other companies
have not. I do not know how many of these still exist. I think it
would be a great project for the Labor Department, to determine
how many of these still exist, and to what extent there may be
other exposures out there.

Senator GRASSLEY. Thank you very much for your thorough an-
swer.

Mr. WALKER. Thank you for asking that question.

Senator GRASSLEY. Mr. Chairman, I am done.

The CHAIRMAN. Thank you.

Senator Bingaman?

Senator BINGAMAN. Thank you very much.

Mr. Walker, thank you for your excellent testimony.

I wanted to ask about the issue of investment advice. I am spon-
soring a bill with Senator Collins called the Independent Invest-
ment Advice Act of 2001. It is one of many bills, as I think was
referred to in your testimony and by the Chairman, related to some
of these issues.

But the thrust of that bill is to ensure that, from my under-
standing of current law, if an employer does make available an in-
vestment advisor to his or her employees, that there is a possi-
bility, at least, that the employer might wind up being somewhat
liable for bad advice and for decisions made on the basis of bad ad-
vice, so that most employers shy away from providing any kind of
investment advice in order to shield themselves from that liability.

What we have done in our bill, is to essentially create in law a
safe harbor of sorts by saying, as long as the person who is being
provided to the employee as an investment advisor is, in fact, quali-
fied and independent and meets certain criteria, then the employer
is not liable if the advice turns out to be wrong.

What we have proposed is very different, as I understand it, from
the administration’s proposal. The administration’s proposal on this
issue does not have that requirement in there that the investment
advisor that is provided by the employer be independent, in the
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sense that the investment advisor can have investment products
that they are selling.

For example, you can bring in a mutual fund company to provide
investment advice to your employees and they can provide the ad-
vice, and at the same time try to sell them, or certainly be in the
position to sell them, certain investment products.

That seems to me to create a conflict of interest between the ad-
visor and the employee that is not in current law. It has been my
thought that that would be a step backward for us to essentially
write into law, as the administration proposal seems to do if I am
reading it right, this opportunity for conflict where none exists
today.

Do you have a thought on this?

Mr. WALKER. I do. The key word you used was “independent.” If
you are independent, and therefore you do not have a potential con-
flict or you do not have a vested interest in whatever the partici-
pant does, then obviously the safeguards do not need to be as nu-
merous as when there is a potential conflict.

Let us say you have Mutual Fund X. I will not mention any
names. Mutual Fund X is actually providing the different invest-
ment options that are being provided under the plan. Mutual Fund
X also wants to provide investment advice, and therefore there
could be a conflicting interest or a conflict of interest.

I think the key is, if you are going to allow those kinds of cir-
cumstances, you need to make sure that there are adequate protec-
tions, safeguards, and oversight to assure, in design and in actu-
ality, that the party cannot do anything that would serve to in-
crease their fees. So, to a great extent it would depend upon how
this service would be designed.

If, for example, you had a circumstance where you had different
investment options with no transaction fees involved, and where
the amount that the investment manager would get paid would be
the same for every investment fund option and they had all the in-
vestment options under the plan, then you could theoretically pre-
vent a conflict in that circumstance.

But I think if the party who is offering the investment options
is not independent from the party who is providing the advice, then
there need to be adequate safeguards and protections to make sure
that the advisers are not in a position to increase their own fees,
either directly or indirectly.

Senator BINGAMAN. At an earlier hearing we had, Secretary of
Labor Chow’s statement was, I think, that they felt that safeguards
would be there, in that anyone would a conflict would have to dis-
close that conflict. That does not give me the warm, comforting
feeling that I would like to have about this, just the requirement
that people have to disclose a conflict. It seems to me we ought to
try to build in something where there is no conflict.

Mr. WALKER. May I respond to that, Senator?

Senator BINGAMAN. Yes, please.

Mr. WALKER. I do not know all the details, and obviously I would
need to know the details. I will say this. In dealing with conflicts
and independence issues, the SEC’s experience is longstanding. I
am not saying that should govern here, but they believe strongly
that you cannot solve a conflict through disclosure. The Labor De-
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partment has generally taken the same position in connection with
the fiduciary provisions of ERISA.

In addition, let us take the current situation with regard to audi-
tors. Is the answer merely to disclose the conflict and you are all
right? I would question that.

So, I think disclosure may be one element of a safeguard, but dis-
closure, in and of itself, I do not believe gets the job done.

Senator BINGAMAN. Thanks very much.

The CHAIRMAN. Senator Breaux?

Senator BREAUX. Thank you, Mr. Chairman. Thank you and Sen-
ator Grassley very much for having this hearing, which I think is
very, very important. I mean, if nothing else good comes out of the
Enron debacle, it is going to be that the American people have a
great deal of knowledge about their own pension plans than they
probably have had before. They are going to start paying attention
to how their pension plans are being invested, and what the re-
quirements are as to where they are going to be invested.

While some may think that this hearing is rather dull and eso-
teric, no fault of Mr. Walker, I actually think probably more good
can result from this type of hearing than some of the more head-
line-grabbing hearings that we have had.

I spent yesterday morning in another committee, the Commerce
Committee, listening to Jeff Skilling say nothing. You do not say
anything, it is kind of hard to find something we ought to do as
a result of it.

I think what we have here is really the nitty-gritty of trying to
make sure that another Enron does not happen. It is really kind
of a question of whether it was bad people, or maybe bad laws. I
am not sure.

Maybe it was a combination of bad people taking advantage of
bad laws. Our job is going to be to change the bad laws and make
it more difficult for bad people to get around them, if in fact that
was what the case was.

Let me ask one question about publicly-held companies versus
privately-held companies vis-a-vis their pensions and having own-
ership in the companies.

Publicly-held companies, obviously, would have access to the pub-
lic capital markets, and privately-held companies would not have
that same advantage. There are proposals to change the current
law regarding the ability of employees to diversify out of the non-
publicly traded company stock, or perhaps impose limits on how
much they can own of the non-publicly traded stock. It would seem
to me that that has a great potential to harm the privately-held
companies versus the publicly-held corporations.

Do you understand what I am talking about?

Mr. WALKER. I do, Senator. But under ERISA, and I do not prac-
tice ERISA every day now like I used to, but in general the only
kind of stock that can be held by a qualified pension or savings
plan, are deemed to be qualifying employer securities. Generally
they must be publicly-traded securities or convertible into publicly-
traded securities. There are, however, certain exceptions for ESOPs
in closely held companies.
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Under ERISA, a pension plan generally is prohibited from hold-
ing an employer security which does not meet the definition of
“qualifying employer security.” “Qualifying employer security” is
defined under Title 1 of ERISA, section 407(d)(5), (29 U.S.C.
§1107(d)(5)), as: (a) stock, (b) a marketable obligation, which
means a bond, debenture, note or certificate or other evidence of in-
debtedness meeting certain conditions, or (¢) an interest in a pub-
licly traded partnership as defined in the Internal Revenue Code
(the Code), but only if such partnership is an existing partnership
as further defined in the Code. In order to qualify as stock, section
407(f) of ERISA provides that a plan may not acquire more than
25 percent of the aggregate amount of the issued and outstanding
stock of the same class. This section also provides that at least 50
percent of the issued and outstanding stock must be held by per-
sons independent of the issuer.

With respect to an Employee Stock Ownership Plan (ESOP),
“employer securities” under section 409(1) of the Code are defined
as: (a) common stock issued by the employer (or by a corporation
which is a member of the same controlled group), which is readily
tradable on an established securities market, (b) if there is no read-
ily tradable common stock, then common stock issued by the em-
ployer (or by a corporation which is a member of the same con-
trolled group) which has a combination of voting power and divi-
dend rights equal to or in excess of (1) that class of common stock
of the employer (or of any other such corporation) having the great-
est voting power, and (2) that class of common stock of the em-
ployer (or any other such corporation) having the greatest dividend
rights; and (¢) certain noncallable preferred stock if such stock is
convertible at any time into stock which otherwise meets the re-
quirements above and if the conversion is at a conversion price
which is reasonable.

Mr. WALKER. But I think there is already a differentiation that
is noted under current law with regard to qualified plans.

Senator BREAUX. Well, am I wrong in saying that if I had a
stock, an ESOP plan in a privately-held company and we had these
restrictions on the amount of stock I could have in the company I
work for that is a privately-held company, you do not think that
creates a problem?

I am just concerned that if the privately-held company has to buy
back that stock, the only people that can buy it back is that com-
pany. They cannot go to the public to do it.

Mr. WALKER. That is what traditional ESOPs in closely-held
companies do, is have the put option to the employer.

Senator BREAUX. Right.

Mr. WALKER. Yes. I think what this committee needs to be care-
ful about is to recognize that there are a lot of different types of
plans. You have ESOPs, some of which are dealing with big public
companies, some of which are dealing with smaller, more closely
held companies. You also have circumstances where you have free-
standing ESOPs by themselves, which are designed to achieve a
number of objectives. You have the use of ESOPs in conjunction
with 401(k) plans, which raises a whole range of other issues.

Then you have circumstances where the stock is being used for
the match, which you want to encourage, versus where employees
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have an option to be able to invest in stock, which caused you to
get to the situation you had in Enron where you had over 83 per-
cent of all the plan’s investment in the form of stock. So, I do think
ygu need to be sensitive to some of the differences you are talking
about.

Senator BREAUX. All right. Getting back to my initial comment
about bad laws versus bad people. I take it—and I do not want to
put words in your mouth—but do you think that the floor offset ar-
rangement is bad law?

Mr. WALKER. My personal view, Senator